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The Effect of the Tax Reform Act of 1976
on Distributions Under the Pennsylvania
State Employees' Retirement Systemt
Edward N. Polisher*
Sidney Margulies**
Editor's Note: This article updates earlierexaminations of
the tax treatment of lump sum payments received by the deceased employee's designated beneficiary, which appeared in
Polisher, Federal Income Tax Implications of Lump Sum Distributions Under Pennsylvania Employes' Retirement System,
79 DICK L. REV. 375 (1975), and Polisher, Federal Estate, Gift
and Income Tax Implications of Certain Options Under the
Pennsylvania Employes' Retirement System as Affected by the
InternalRevenue Code of 1954, as Amended, 77 DICK. L. REV.
215 (1973). The currentarticlediscusses significantchanges that
resulted from enactment of the Tax Reform Act of 1976.
I.

Introduction

The enactment of the Employee Retirement Income Security Act of
1974 (ERISA)' resulted in important changes in the income tax treatment
of a lump sum distribution received by a deceased participant's designated beneficiary. Even before regulations under ERISA were finalized,
2
however, Congress enacted the Tax Reform Act of 1976 (1976 TRA)
making even further alterations. 3 Among the most significant changes in
the tax law brought about by the 1976 TRA are the modifications
t

As established by the State Employees' Retirement Code, PA. STAT. ANN. tit. 71,

Appendix (Purdon Supp. 1977-78).
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I. Pub. L. No. 93-406, 88 Stat. 829 (1974). Effective for distributions made after
December 31, 1973.
2.

Pub. L. No. 94-455, § 101, 90 Stat. 152 (1976) [hereinafter referred to as 1976

TRA].
3. See Polisher, Kapustin & Aaron, FederalEstate and Gift Tax Reform Act of 1976
and Estate PlanningImplication, 81 DicK. L. REV. 419 (1977).

regarding the manner in which lump sum distributions from qualified
retirement plans4 are treated under the income and estate tax. 5 The

interrelationship of estate and income taxes has now become a major
concern in determining the timing and form of benefit distributions from
such plans. This article examines federal estate and income tax implications relating to lump sum and other forms of distributions from qualified
retirement plans and revises a previous analysis of ERISA. 6 In all but one
instance, the new tax treatment applies to distributions received by
recipients during taxable years commencing after December 31, 1976.'
II.

Unchanged Law

Three aspects of the law discussed in a prior article8 have not been
changed by the 1976 TRA. First, the portion of any lump sum distribution
representing the employee's contribution continues to be completely

excluded from gross taxable income.9 Second, the first $5,000 of benefits
payable to the participant's beneficiary, as part of a lump sum distribution
attributable to the employer's contribution, is a death benefit excluded
from gross taxable income. '0 Third, the portion of the benefit attributable
to the participant's own contributions will continue to be includible in his
gross estate. 1

III.

Capital Gain Rates v. Ten-Year Income Averaging
Much of the earlier article on the effect of ERISA12 was devoted to a

discussion of the then new method of dividing, for income tax purposes, a
lump sum distribution into a long term capital gain portion and an
ordinary income portion.' 3 Reference was made to the simplification of
that calculation. '4 The 1976 TRA carries this process a step further. The
4. Qualified retirement plans are defined in Treas. Reg. § 1.401-1.
5. 1976 TRA § 1502 (I.R.C. § 402(e)(4)).
6. See generally Polisher, Federal Income Tax Implications of Lump Sum Distributions under Pennsylvania Employes' Retirement System, 79 DICK. L. REv. 375 (1975).
7. 1976 TRA § 1512 is effective for distributions and payments in taxable years
beginning after December 31, 1975.
8. Polisher, supra note 6.
9. Under I.R.C. § 402(a) the rules of taxation governing annuities are applied to
distributions from qualified plans. As stated in Treas. Reg. § 1.402(a)-6, the "net amount
contributed by the employee" is excludible from gross income under the rules of I.R.C. §
72(f).
10. See Polisher, supra note 6, at 376 n.5.
11. I.R.C. § 2039(c).
12. Polisher, supra note 6, at 376.
13. I.R.C. § 402(a)(2).
14. Polisher, supra note 6, at 376. Prior to the effective date of ERISA, the separation
of a lump sum distribution into the capital gain portion and the ordinary income portion was
based upon the ratio of employer contributions before and after December 31, 1969. Since
ERISA has become effective, the separation is based upon periods of participation before
and after December 31, 1973. The effect of this change was not only to simplify the
calculation, but also to convert what was ordinary income into long term capital gain.
Moreover, distributions from Keogh (H.R. 10) plans became eligible for the first time for
lump sum distribution treatment.

recipient of a lump sum distribution now has the right to elect the

favorable ten-year income averaging tax method on the entire amount of
the lump sum distribution. 5 Not only does this new option permit the
recipient to calculate whether the ten-year income averaging tax method
is more favorable than the sum of the capital gains tax and the ordinary
income tax, but it also permits the recipient to avoid the minimum tax on
the untaxed portion of the capital gain, which, in the absence of this
election, would be a tax preference.' 6 In addition, the elimination of any
untaxed portion of the long term capital gain will also avoid the reduction
of the amount of employee's income subject to the fifty percent maximum
tax rate. 17 Therefore, this election is advantageous when the effective tax
on the capital gain portion of the distribution exceeds the tax computed
using the ten year income averaging method. This new election is effective retroactively to distributions and payments made after December 31,
1975.1"
IV.

Eligibility for a Lump Sum Distribution

It was observed in the prior article' 9 that the definition of a lump sum
distribution included amounts received by a participant or his beneficiary

within a single taxable year "by reason of the participant's retirement,
death, disability or having attained fifty-nine and one-half years of
age.'2 0 Thus, a judge who is fifty-nine and one-half years old would be
able to work on a "semi-retired basis and still receive a lump sum
... 2z The Internal Revenue Service, however, has taken
distribution .
15. 1976 TRA § 1512 (I.R.C. § 402(e)(4)(L)).
16. One of the "tax reform" features of the Tax Reform Act of 1%9, Pub. L. No. 91172, 83 Stat. 643 (1969), is the creation of a minimum tax for tax preferences. I.R.C. § 56.
Among the items of tax preference is the untaxed portion of long term capital gains ("onehalf of the net capital gain"). I.R.C. § 57(a). For taxable years beginning in 1976, the rate of
this tax has been increased from 10% to 15%. Moreover, the allowance of a minimum dollar
amount of preference income, free of this tax, has been substantially reduced from the sum
of $30,000 and other income tax to the greater of $10,000 or one-half of the other income tax
paid by the taxpayer. 1976 TRA § 301.
17. A "tax relief" feature of the Tax Reform Act of 1969 was the setting of a
maximum 50% income tax rate on "Earned Income." I.R.C. § 1348. Specifically excluded
from the definition of "Earned Income" was the receipt of a lump sum distribution. I.R.C. §
1348(b)(1). There was a narrow exception to this exclusion for any amount received before
the end of the taxable year following the first taxable year of the recipient in which his right
to receive such amount was not subject to the risk of forfeiture within the meaning of I.R.C.
§ 83(c)(1). See generally the examples contained in Treas. Reg. § 1. 1348 (1976).
Fortunately, 1976 TRA § 302 radically changes this concept from "Earned Income" to
"Personal Service Income," and in fact makes the concept easier to deal with. I.R.C. § 1348
now specifically includes in subparagraph (b)(I)(A) "any income which is earned income
within the meaning of § 401(c)(2)(c) . . . or which is an amount received as a pension or
annuity." Personal Service Income, however, is specifically reduced by any tax preference
items received by the taxpayer. Thus, not only is the lump sum personal service income, but
the one-half untaxed portion of the lump sum distribution that is a tax preference (see note
15 supra) reduces the amount of personal service income. I.R.C. § 1348(b)(2)(B).
18. 1976 TRA § 1512(b).
19. Polisher, supra note 6, at 378.
20. I.R.C. § 402(e)(4).
21. See Polisher, supra note 6, at 378 n.20.

the position that even though an employee is fifty-nine and one-half years
old, a payment from a qualified retirement plan will not be taxed as a
lump sum distribution unless he has reached the normal retirement age

stated in the plan when his employment terminates. 22 Fortunately, since
under the State Employees' Retirement System the normal retirement age
is sixty, 23 the position will not adversely affect retiring judges who chose
23
this option. a
V.

Calculations of Capital Gain Portion of Lump Sum Distribution

If an election to receive a lump sun distribution has been made, IRS
instructions to its Form 4972 for 1975 and 197624 use a method of
determining the ordinary income portion of a lump sum distribution that
is more favorable to the taxpayer electing to have a portion of that amount
taxed as long term capital gain. The instructions prorate the taxable
amount on the basis of a fraction, the numerator of which is the number of
months of participation after 1973 and the denominator of which is the
total months of active participation. In calculating the denominator, the
instructions count any portion of a year of active participation prior to
1974 as twelve months. The result, in most cases, is that the ordinary
25
income portion will be reduced.
22.

T.I.R. 1403, question M-15, [1975]9STAND. FED. TAx REP. (CCH)

6873. Seealso

"special ruling" letter dated October 20, 1976 from Acting Chief, Employee Plans Technical
Branch, Internal Revenue Service, [1977] 3 PENS. PLAN GUIDE (CCH) 17,348.
23.

PA. CONS. STAT. ANN. §5102 (Purdon Supp. 1977).

23a. We concluded our previous article with a note (79 Dick. L. Rev. 375, 379) dealing
with proposed regulations, which purported to hold that payments to multiple beneficiaries
could never be considered as a 'lump sum distribution.' On December 15, 1975, the
Commissioner announced in T.I.R. 1426, [19771 3 PENS. PLAN GUIDE (CCH) f!7,453, that
the final regulations with respect to the taxation of lump sum distributions under I.R.C. §402
will not contain any provisions denying the availability of this method of taxing benefits,
when the lump sum distribution is paid to more than one individual. Each recipient will be
allowed to make a separate election to use the special 10 year averaging provision of I.R.C.
§402(e). In early December, 1977, after this article went to press, the IRS published a new
Form 5544, 'Multiple Recipients Special 10-Year Averaging Method' for use in this situation. Obviously, the matter has now been put to rest in the taxpayer's favor.
24. There is no reason to believe that this practice will be discontinued.
25. For example, assume a participant entered a plan on July 1, 1958 and retired on
January 31, 1978. In the absence of the instructions, the percentages of the distribution
taxable as a capital gain and as ordinary income might be calculated on the following basis:
= I1 years &
Total period of participation,
7 months
7/1/68 to 1131/80
= 139 months
I1 years & 7 months
Period prior to 1/1/74,
7/1/68 to 12/31/73
= 66 months
5 years & 6 months
= 66/139 = 47%
% eligible for capital gain
% eligible for 10 year income
= 53%
averaging = 73/139
According to the instructions on Form 4972, the percentage of distribution taxable as a
capital gain and as ordinary income would be calculated on the following basis:

VI.

Loss of $5000 Death Benefit Exclusion

As a consequence of the increased emphasis on paying death benefits from qualified plans in the form of an annuity to avoid federal estate
tax inclusion, the $5000 death benefit exclusion from gross income for
income tax purposes has been endangered. In addition to many other tax
ramifications, practitioners should be cautioned that if the death benefit is
not paid as part of a lump sum distribution, the exclusion will not apply to
amounts to which the participant had nonforfeitable rights during his
lifetime. 26 If the annuity form of benefit is elected and rights had vested in
the participant in whole or in part prior to his death, this exclusion will be
27
greatly reduced.
VII.

Inclusion of Lump Sum Distributions in Gross Estates

Possibly the greatest change in the tax law brought about by the 1976
TRA is the amendment to section 2039(c) of the Internal Revenue Code,
which now includes lump sum distributions from qualified retirement
plans in the gross estate for purposes of federal estate tax. 28 Prior to this
amendment, the value of an annuity or other payment received by a
beneficiary (other than an executor) of the decedent's interest under a
qualified corporate plan was excluded from the decedent's estate in
determining the estate tax. This exclusion, which applied to the extent
that the benefit was not attributable to the employee's contribution, was
available whether the benefit was payable as a lump sum distribution or in
any other form. Under the 1976 TRA, however, only annuity and other
multiple payment benefit values will continue to be excluded from the
gross estate. 29 If the benefit is paid in the form of a lump sum distribution,
the value attributable to that benefit will be included in the decedent's
gross estate. Moreover, whether an annuity or lump sum distribution is
selected or not, that portion of the,benefit attributable to the participant's
own contributions will continue to be includible in the deceased partici73
months of participation 1/1/74
72
=
months of participation prior to 1/I/74
(66 plus 6 for balance
of year 1968)
145
Total months of participation
50%
Ordinary income portion = 73/145
50%
balance, capital gain portion
26. I.R.C. § 101(b)(2)(B); Treas. Reg. § 1.101-2(e) (1960).
27. Polisher, supra note 6, at 376 n.5, referred to the uncertainty of the treatment of
the death benefit exclusion of I.R.C. § 101(b). It was suggested that, in the absence of
regulations, the amount would be prorated between the capital gain and ordinary income
portions of the distribution. This view has been confirmed by the instructions provided with
I.R.S. Form 4972 "Special 10-Year Averaging Method (For Total Distribution from Qualified Retirement Plan),' which reduced both elements of the distribution as was suggested.
9
28. 1976 TRA § 2009(c)(3) (I.R.C. § 203 (c)).
29. -[T]here shall be excluded from the gross estate the value of an annuity or other
payment (other than a lump sum distribution described in Section 402(e)(4) .... )" I.R.C. §
2039(c).

30

pant's gross estate.
Because the exemption of benefits under the State Employees'
Retirement Fund from the Pennsylvania inheritance tax is based upon
section 5953 of the State Employees' Retirement Code 3 1 rather than the
inheritance tax statute, 32 the changes in the 1976 TRA do not affect the
exemption from the Pennsylvania inheritance tax. 33 Therefore, both the
lump sum distribution and the other forms of benefit payments will
continue to be exempt from the Pennsylvania transfer inheritance tax.
VIII.

Beneficiary Designation of Trust in Jeopardy

Under the State Employees' Retirement System regulations in force
prior to January 14, 1977, the only form of benefit payment available
when a participant named a trust as his beneficiary was a lump sum
payment. Since the 1976 TRA amendment to section 2039(c) of the
Internal Revenue Code removed such lump sum payments from the
exclusion from the decedent's gross estate, participants in the retirement
system were placed in a very difficult position. If they wished to take
advantage of the income tax methods available to recipients of a lump
sum distribution, they would lose the very favorable estate tax benefits
formerly available to them. Because of the concern expressed by such
participants and their advisers, the Attorney General's Office authorized a
change in the payment options available so that a participant or beneficiary is now able to select an option under which payment will be made in
34
equal monthly installments over a term certain.
Unfortunately, the option of equal monthly payments over a term
certain does not have the flexibility to allow the participant or the
beneficiary to select the best benefit form to produce the minimum overall
tax impact. While it is now possible for the trust to avoid the receipt of a
lump sum distribution, monthly payments over a specific period of time
may not be the best answer in all instances. All that is required to avoid a
lump sum distribution is that benefits be received in more than one
taxable year of the recipient. 35 In fact, it is arguable that the portion of the
30. A previous discussion, Polisher, Federal, Estate, and Income Tax Implicationsof
Certain Options Under the Pennsylvania Employee's Retirement System as Affected by the
Internal Revenue Code of 1954, As Amended, 77 DICK. L. REV. 215, 220 n.26 (1973),
observes that in the case of the Pennsylvania Employees' Retirement System, under Rev.
Rul. 71-481, 1971-2 C.B. 330, that portion of the benefit attributable to the participant's
contribution may also include interest paid on his contributions.
31. 71 PA. CONS. STAT. ANN. § 5953 (Purdon Supp. 1977).
32. 71 PA. CONS. STAT. ANN. tit. 72, § 2485-102 to 1201 (Purdon Supp. 1977).
33. Id. § 2485-316.
34. Memorandum of Pennsylvania Deputy Attorney General Raymond Kleinman
(January 14, 1977), stating,
This will confirm our phone conversation to the effect that there is no legal
objection to the payment of monthly annuity benefits for term certain annuities
into a trust at the request of a duly authorized trustee. I assume that the benefit
will be payable under the same terms and conditions now in existence for individual beneficiaries.
35. If a trust were named as beneficiary, the trustee could elect to end the first taxable
year of the trust immediately after the receipt of a partial payment of the amount due,

benefit that would have been eligible for ten-year income averaging may
not be deemed a lump sum distribution if the participant or beneficiary
fails to file the election under section 402(e)(4) of the Internal Revenue
Code. Under this theory, only the capital gain portion attributable to
participation prior to January 1, 1974, will be includible in the decedent's
36
gross estate under section 2039(c) of the Internal Revenue Code.
Many private qualified plans permit the named beneficiary to select
the form of benefit, with or without the advice or consent of the plan
administrator, after the death of the participant. Because of this final
delayed election, the beneficiary should have enough time and adequate
guidance to evaluate both the income and estate tax consequences of the
choice of benefit form. Even if this procedure is unavailable, a participant
can no longer afford to name his beneficiary and select the form of benefit
when he joins the plan and then forget about the problem. Now, more
than ever, periodic review and a final determination before retirement or
shortly after death are absolutely essential to the attainment of maximum
family protection at minimum tax cost.
IX.

Summary of Tax Implications

The tax implications of the various forms of benefit plan distributions attributable to Commonwealth contributions that are not payable to
an executor may be summarized as follows:
A. If a lump sum distribution is selected,
1. the pre-1974 portion is eligible for long term capital gain
tax treatment; there is a minimum tax, however, on the one-half untaxed
portion3 7 and the personal service income subject to the maximum fifty
38
percent tax is correspondingly reduced;
2. the post-1973 portion is eligible for ten-year income averaging tax treatment; or
3. the recipient may elect to have the entire benefit (both
capital gain and ordinary income portions) taxed under the ten-year
income averaging tax;
4. if an annuity contract is distributed as part of a lump sum
distribution, the value of the contract is not subject to income tax at that
time, but the rate of tax on the balance of the lump sum will be taxed at a
avoiding the receipt of a "lump sum distribution" even though the entire participant's
account was paid out in only one calendar year. Consideration must be given to the ordinary
income tax impact of such a program, however. The trust will be required to pay an income
tax on the amount received using the single taxpayer's tax rate without the benefit of income
averaging.
36. A number of commentators have noted this possibility. A fair statement of the
situation appears in Item 2, TMM 77-10 (May 9, 1977), in which the author concludes that in
view of the committee reports, it is unlikely that this position could be sustained against an
IRS attack.
37. See note 15 supra.
38. See note 16 supra.

39
higher bracket;
5. $5,000 may be excluded from income as a death benefit
under section 101(b)(2)(B) of the Internal Revenue Code;
6. the value of the benefit, other than an annuity contract, 4 0 is
included in the employee's gross estate for purposes of federal estate tax;
and
7. the recipient may use the permitted deduction for income
in respect of a decedent. 4 '
B. If, however, an annuity or other form of multiple payment is
selected,
1. the payments are taxed as ordinary income;
2. the payments are personal service income subject to a
maximum fifty percent tax rate;
3. the annuity tax rules under section 72 of the Internal
Revenue Code are the basis for taxation;
4. five-year income averaging is available, but ten-year income averaging is not permitted;
5. part or all of the first $5,000 of payments may be excluded
from income taxation as a death benefit under section 101(b)(2)(B)4 2 of
the Internal Revenue Code, and any amount so excluded is treated as
though contributed by the employee for purposes of computing the
taxable portion of the annuity receipts under section 72 of the Internal
Revenue Code; and
6. the value of the payments is excluded from the decedent's
43
gross estate for purposes of federal estate tax.

X.

Conclusion

This discussion and summary of the extraordinarily complicated
income and estate tax changes made by the 1976 TRA leads to one
obvious conclusion. Before any decision can be reached, careful consideration of both income and estate tax implications of plan benefits
must be undertaken. Until 1981 when the new credit structure becomes
fully effective, the size of a decedent's estate that will be exempt from tax
39. The present value of the annuity will be added to the cash or value of the other
property distributed for purposes of computing the tax bracket. See I.R.S. Form 4972.
40. The distribution of an annuity contract is not deemed a lump sum for this purpose.
Treas. Reg. § 1.402(a)(I)-(a)(2).
41. A deduction under I.R.C. § 691(c) is allowed on the income tax return of the
recipient for the amount of the estate tax attributable to inclusion of the value of the lump
sum distribution in the gross estate of a deceased participant. The taxation will be the same
as is now in effect for pension payments from unqualified plans that are treated in Rev. Rul.
73-327, 1973-2 C.B. 214; Rev. Rul. 68-506, 1968-2 C.B. 332, and in the case of Lacomble v.
United States, 177 F. Supp. 373 (N.D. Cal. 1959).
42. See notes 26-27 and accompanying text supra.
43. See note 28 supra.

will increase." Thus, care must be exercised in planning to use the
correct estate tax credit allowable for the year in question.
The mere recitation of the calculations that must be made are enough
to convey the difficulties in the operation of the new provisions of the
1976 TRA. First, it will be necessary to determine the income tax on the
lump sum distribution, the possible minimum tax, and the distribution's
effect on the maximum tax. Moreover, one must divide the distribution
into its pre- and post-January 1, 1974 portions and compute the income
tax using both the capital gain and ordinary ten-year income averaging
methods. Next, this result must be compared to the results that can be
obtained by assessing the entire benefit under the ten-year ordinary
income averaging method. To the sum finally computed, one must add
the additional estate tax resulting from the inclusion of the lump sum
distribution in the decedent's gross estate. Then one must calculate the
present value of the income tax that must be paid by the beneficiary over
the estimated number of years during which the installment or annuity
payments will be received.
There are several general rules that can be used as initial guides:
1. If the entire gross estate, including the lump sum distribution, is
less than the amount that would result in the payment of any federal estate
tax, it is likely that the income tax payable under the lump sum method
will not be significantly greater than the tax payable under the annuity
method. The decision in this case should be based upon other considerations such as long term security, immediate cash needs, provision for
other family members, and investment capability of the beneficiary.
2. In those instances in which an estate of moderate size is already
subject to estate tax, it is likely that the annuity payment arrangement will
45
result in significant tax savings.
3. In a very large estate, unless the plan benefits constitute a major
portion of the decedent's assets, the difference in tax under any option is
likely to be small. 46 Therefore, the alternative chosen would depend on
44. Assuming that the decedent is married and the maximum marital deduction is
available, the following schedule shows the amount of credit against the estate tax and the
gross estate that will be free of any federal estate tax:
Allowable
Credit
Gross Estate
1977
30,000
$370,667
1978
34,000
384,000
1979
38,000
397,000
1980
1981

42,500
47,000

411,000
425,625

45. For example, when the adjusted gross estate is about $700,000, of which the
benefit attributable to employer's contribution constitutes $200,000, a rough calculation
indicates a $30,000 tax saving.
46. Again, under a rough calculation, if the gross estate were $1,300,000 and the
benefit were $200,000, the difference in tax would be less than $10,000 when the total of all
taxes exceeds $200,000.

nontax considerations such as those mentioned above.
Once again "tax reform" has made the work of retirement and
estate planning even more complex. Only when the client, his accountant, his plan actuary, and his attorney work in concert can a retirement
and estate plan be developed that will be of greatest value to the recipient
of the benefit.

